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Based on the Insufficient Market Hypothesis, Merton(1987) suggests that rational 
investors would require the premium for the extra risk exposure which cannot be diversified 
by realized portfolios. Since the idiosyncratic risk we compute with ordinary pricing models 
cannot be fully diversified, theoretically we could expect positive relation between 
idiosyncratic risk and expected returns. However, this paper has found significant negative 
correlation between idiosyncratic risk and expected returns in its empirical study on Chinese 
stock market as a whole. This observation cannot be explained by prevalent theories which 
root their basis on undiversified portfolios. 
One step further, this paper proves that the negative prediction is not due to the time 
series autocorrelations and the variance of volatilities, which means that the surprising 
negative correlation is not the result of prediction bias. On the other hand, Chen, Tu and 
Lin(2009) proposes that the diversified opinions held by different agencies of investors 
contributes to the negative correlation. Inspired by the Jay Ritter’s series work in 1990s on 
IPO, this paper splits the whole sample into two parts: IPO stocks and non-IPO stock, defined 
by the years since the stock has been listed on the board. Our empirical study indicates that, 
in the primary ages (2, 3, 5 years) after the IPOs, the idiosyncratic risk predicts negatively on 
the one month return ahead. In addition, the IPO stocks cluster in the portfolios with high 
idiosyncratic risk. These two observations jointly explain the negative correlation in the 
whole sample. 
In proving it, this paper first studies the IPO samples. The result of portfolio analysis 
indicates that computed idiosyncratic risk negatively predicts the expected returns. However, 
this pattern reverses when we study the non-IPO samples. The positive correlation is 
significant once we specify the primary 2 years for IPO stocks. 
The main contribution of this paper is not only that the specific pattern of IPO samples 
is introduced to interpret the negative correlation for the whole sample, but also that this 
paper offers an interpretation for the negative correlation between idiosyncratic risk and 
expected returns within IPO samples. We propose two hypotheses: firstly, the high 
idiosyncratic risk of IPO stocks reduces its systematic risk exposure. This may not be true for 
non-IPO stocks with low idiosyncratic risk; however it is more than possible that the IPO 















Secondly, the IPO conductors seize the optimal window to put the stock onto the market. 
Only the investors with the lowest risk premiums obtain the IPOs. Our empirical evidence 
supports the second hypothesis.
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